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Abstract
The Sarbanes-Oxley Act of 2002: Impact on Auditors and the Accounting Profession
(Under the direction of Professor Mark Wilder)

The Sarbanes-Oxley Act of2002 was passed in order to restore investor
confidence to the market after a series of accounting fiascos. Congress included in this
act legislation creating the Public Company Accounting Oversight Board to monitor
audits conducted on publicly traded companies and made many provisions concerning
auditor independence. However,the most controversial part ofthe legislation was
Section 404 which requires an audit of internal controls. The intent ofthis study was to
determine how Sarbanes-Oxley will impact the auditing profession. This was determined
through an intense review of the most current articles available on the subject. It was
determined that the Sarbanes-Oxley Act has changed the way that audits are conducted.
Gone are the days when auditors and their clients were on overly fiiendly terms and
Arthur Andersen had a floor in Enron’s corporate headquarters. Independence is being
stressed to the maximum,and auditors are now more than ever adopting unbiased
attitudes of professional skepticism. Section 404 is costing publicly traded companies far
more than expected, but some are taking the opportunity to focus on the advantages of
assessing the strength oftheir internal controls. Even so, others see the costs of
compliance as far outweighing any benefits. In the course ofthis study, it was
determined that though the costs ofcompliance with Sarbanes-Oxley are great, a market
crash due to corrupt accounting practices would have been devastatmg. Therefore,even
though Sarbanes-Oxley compliance is costly and time consuming,it is a welcome
alternative to corporate scandals and investor unease.
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1. Introduction
Overview
On Wednesday, January 23,2002,the 107'" Congress ofthe United States of
America signed into law the Sarbanes-Oxley Act in order “to protect investors by
improving the accuracy and reliability ofcorporate disclosures made pursuant to the
securities laws, and for other purposes, This legislation, necessary in the wake of
corporate accounting fiascos such as Enron, WorldCom,and others, put into effect stricter
laws and enabled the courts to impose harsher penalties for those caught in the act of
fraud.
From the destruction ofdocuments to the capitalization of current expenses,
corporations such as Enron and WorldCom have been overstating their earnings and
financial position in order to appear more attractive to investors. Many investors, having
no reason to doubt the validity of financial statements because they had been audited by
reputable accounting firms, poured large sums of money into the corporate stock ofthese
companies. Unfortunately, when it was disclosed that Enron was not,as had been
previously believed, on track to become 2002’s second largest firm in America in terms
of sales and that Worldcom’s assets and equity were overstated by some eleven billion
dollars, stock prices came crashing down leaving angry investors clamoring forjustice
and reform. The Sarbanes-Oxley Act of2002 was the response ofCongress to this public
outcry.
Arthur Andersen,one ofthe world’s largest audit firms, was responsible for
auditing the financial statements of both Enron and WorldCom, when the disclosures of
fraud within both corporations were made. When it was discovered that, at its Houston
office, Andersen auditors had approved questionable accounting practices and had
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committed such acts as shredding Enron documents,the public demanded that new
legislation be passed in order to regulate the auditing of publicly traded companies’
financial statements. Court proceedings began, and Andersen was eventually convicted
of obstruction ofjustice and sufficiently ruined. Auditors aroimd the United States took
note.
Background on Regulation ofAuditors
Perhaps the initial step in the regulation ofauditors occurred after the crash ofthe
stock market in 1929. As a result ofthe crash, the Securities and Exchange Commission
was faced with the daunting task of attempting to lay blame. Investors wanted someone
that they could hold responsible for their losses. The Securities and Exchange Act of
1933, applicable to initial offerings of stock, was passed and imposed the burden of proof
on the auditor to demonstrate that the audit was conducted in accordance with Generally
Accepted Accounting Principles(GAAP)should the stockholders sue auditors
concerning audit failure. The following year, the Securities and Exchange Act of 1934
was passed, concerning the audited financial statements of publicly traded companies
beyond the initial offering ofstock and placed the burden of proof on shareholders to
prove that the auditor had conducted an audit in a negligent manner in order to receive
compensation for loss. However,though the Securities and Exchange Commission
attempted to encourage professionalism and integrity on the part ofauditors with the
passing ofthese two acts, it at no point attempted to regulate the accounting profession
(Arens 117).
The accounting profession has long prided itself on self-regulation. Legally, as
granted by the Securities and Exchange Act of 1933,the Securities and Exchange
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Commission has the right to establish financial accounting and reporting standards.
However,they have relinquished this duty to the accounting profession under the
auspices that the profession at all times keep public interest as its top priority.
The Financial Accounting Foundation is in charge offunding and overseeing the
Financial Accounting Standards Board(FASB), which is a private-sector organization
that, since 1973, has been charged with the task ofestablishing financial accounting and
reporting standards for the profession. The FASB’s mission is “to establish and improve
standards of financial accounting and reporting for the guidance and education ofdie
public, including issuers, auditors, and users offinancial information. The FASB not
only develops specific standards, but also broad concepts in order to achieve the most
transparent financial reporting possible. FASB standards are recognized by the SEC,as
stated earlier, and also the American Institute of Certified Public Accountants(AICPA).
Accounting standards are important to all. They are critical to the fi:ee enterprise system
and the deep and liquid capital markets that we enjoy in the United States. The
information that results when the standards are applied is used to help allocate scarce
capital resources and to provide a basis ofcorporate accountability. These standards are
critical to the efficiency ofthe U.S. capital markets.” (Facts about FASB).
The AICPA has also been instrumental in establishing generally accepted
accounting principles. This has occurred through the AcSEC(Accounting Standards
Executive Committee)as well as through the establishment of various audit guides for
Certified Public Accountants. In addition,the AICPA has endorsed ten Generally
Accepted Auditing Standards(GAAS)which all auditors are expected to use
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guidelines during their audits. They consist of general standards, standards offieldwork.
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and standards of reporting. The general standards, the first three ofthe ten standards, are
concerned primarily with the qualifications ofthe auditor and the quality of his work.
These standards concern competence, independence, and professionalism. TTie standards
offieldwork are in place to ensure that the auditor does a satisfactory job ofcarrying out
the audit. These standards concern planning, evaluating internal controls, and collecting
evidence. The last four standards are the standards of reporting, and they involve judging
whether the financial statements were accurately, consistently prepared in accordance
with GAAP,ensuring that proper disclosures were made,and expressing an opinion.
These standards, set in place by the AlCPA,are intended as guidelines and are not
binding on CPAs. However,the AICPA has also issued a Code ofProfessional Conduct
to be followed by all certified public accountants. This code consists of principles, which
are the ideal standards of ethical conduct expressed in philosophical form. Also in the
Code are the Rules of Conduct. These rules are defined as being the minimum standards
of ethical conduct and are enforceable by the AICPA. Next is the Interpretation ofthe
Rules of Conduct, which is where the rules are interpreted by the AICPA Division of
Professional Ethics. Last in the Code ofProfessional Conduct are the Ethical Rulings,
which are published explanations and answers to questions about the rules ofconduct
submitted to the AICPA by practitioners and others interested in ethical requirements
(Arens 81).
The accounting profession, being self-regulated, has its own means ofenforcing
its Rules of Conduct. Because a CPA must have a license to be officially titled a CPA,
the AICPA Professional Ethics Division, State CPA societies, and state boards of
accountancy have the authority and ability to revoke membership in their respective
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societies as well as the license ofa CPA found to be in violation ofthe rules. The Joint
Ethics Enforcement Program has been established, since most state CPA societies use the
same rules of conduct as the AICPA,to enable the AICPA and state societies to work
together and perform only one investigation. In addition to suspension or termination
after an investigation, AICPA bylaws provide for automatic termination or suspension
under certain circumstances without investigation or hearing. These circumstances
include the criminal conviction ofa member for a crime pumshable by imprisonment for
more than one year, the willful failure to file the member's own income tax return, the
filing of a false or fraudulent income tax return on the member's or a client's behalf,the
willful aiding in the preparation and presentation ofa false and fraudulent income tax
return ofa client, and the suspension, revocation, or cancellation ofthe member's
certificate or license to practice public accounting (Definitions ofEthics
Sanctions/Dispositions).
The CPA profession, having a long standing tradition ofself-regulation, prides
itself on the ability to govern and conduct itselfin a professional manner. The debacles
at companies such as Enron and WorldCom were an embarrassment to the entire
profession as it marred the near impeccable perception the public held ofcertified public
accountants. It both shook public trust in the dependability ofCPAs as well as lowering
the professionals from the place of high public esteem in which they had long been
situated.
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II.
Key Provisions of Sarbanes-Oxley
The Public Company Accounting Oversight Board
In 2002, in order to help return investor confidence to the market. Congress added
more governmental regulation to the already heavily self-regulated accounting profession
with the Sarbanes-Oxley Act. The first provision ofthe Sarbanes-Oxley Act was creating
the Public Company Accounting Oversight Board(PCAOB), which is overseen by the
SEC. The PCAOB,as the name implies, was fashioned to oversee the audit of public
companies in order to mitigate the risk ofaudit failure. It is a private sector,
nongovernmental body funded by the public companies and investment companies that
benefit from public audits. These companies must pay a fee based on their market
capitalization or they cannot obtain an auditor’s opinion on their financial statements
(Carmichael 127). The PCAOB is made up offive members,two of which must be or
must have been CPAs and the other three cannot be or have been CPAs. The PCAOB
reviews the audits of public companies to ensure that proper audit procedures were
followed and that the highest level of professionalism was used by the auditors. The
chair ofthe PCAOB can be one ofthe CPAs, but he or she must not have been a
practicing CPA for a period offive years prior to appointment(Summary of SarbanesOxley Act of 2002). The members are appointed by the SEC,after being approved by the
Chairman ofthe Federal Reserve Board and the Secretary ofthe Treasury.
The PCAOB is required by the Sarbanes-Oxley Act to investigate firms auditing
more than 100 publicly traded corporations annually and all other firms that audit less
than 100 publicly traded firms triennially. The PCAOB ensures that the auditing firms
are in compliance with all rules and regulations as set forth by the Securities and
Exchange Commission,the Sarbanes-Oxley Act, and professional standards in
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connection with the issuance ofthe audit report and the firm’s performance ofthe audit
The PCAOB then issues a written report concerning its findings which it submits to the
SEC(www.pcaob.org).
The official duties of the PCAOB are to:
1. register public accounting firms;
2. establish, or adopt, by rule,“auditing, quality control, ethics,
independence,and other standards relating to the preparation ofaudit
reports for issuers”;
3. conduct inspections of accounting firms;
4. conduct investigations and disciplinary proceedings, and impose
appropriate sanctions
5. perform such other duties or functions as necessary or appropriate;
6. enforce compliance with the Act,the rules ofthe Board,professional
standards, and the securities laws relating to the preparation and
issuance ofaudit reports and the obligations and liabilities of
accountants with respect thereto;
7. set the budget and manage the operations ofthe Board and the staffof
the Board(Summary ofSarbanes-Oxley Act of2002).
Sarbanes-Oxley and Independence
So important is independence to the auditor that it is addressed in the very first rule.
Rule 101,ofthe AICPA rules ofconduct. It states,“A member in public practice
shall be independent in the performance of professional services as required by
standards promulgated by bodies designated by Council”(Arens 86). Independence
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is vital to auditors. Independence is divided into two categories: independence in fact
and independence in appearance. Independence in fact is when the auditor is actually
able to maintain an unbiased attitude throughout the audit. Independence in
appearance is how the auditor is perceived by the public. Ifthe auditor,though
independent in fact, is perceived as not being independent,then public confidence in
his audit has been shaken, and the financial statements that he is auditing will not be
seen as reliable.
In order to ensure the independence ofauditors, the Sarbanes-Oxley Act made
several new rules concerning the way audits will be executed. An audit committee is
a group of individuals responsible for keeping the auditors independent of
management. Generally, an audit committee is made up ofthree to five members, but
there can as many as seven. They cannot be a part ofthe management ofthe
corporation. The Sarbanes-Oxley Act has placed a heavy burden on audit committees
in that they are responsible for keeping all parties separate and independent ofone
another. The audit committee hires the auditors and serves as a go-between for
management and the auditors. The committee is responsible for settling all disputes
between management and the auditors involving financial reporting as well as
overseeing the work ofthe auditors. Any concerns over the financial reporting ofthe
corporation are taken by the auditors directly to the audit committee, not
management.
Besides requiring an audit committee for every audit ofa publicly traded
company,the Sarbanes-Oxley Act goes on to ensure the quality ofthe audits offinancial
statements of publicly held companies by prohibiting external auditors from many
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activities that could potentially compromise their independence in fact and appearance.
These activities include bookkeeping or other services related to the accounting records
or financial statements. This is due to the fact that an auditor cannot expect to maintain
independence while auditing his own work. Also prohibited are financial mformation
systems design and implementation. Again,independence is violated when an auditor is
involved in auditing his own work. Also, auditors cannot participate in appraisal or
valuation services, fairness opinions, contribution-in-kind reports, or actuarial services
because the estimates that they arrive at appear on the financial statements. Once again,
auditors cannot maintain complete independence when auditing financial statements that
they assisted in preparing.
Internal audit outsourcing services are also prohibited because auditors are
required to audit the internal control ofthe client corporation. Therefore, once again,a
conflict of interest exists when auditors are auditing their own work. Management
functions are prohibited because if auditors are managing and auditing a corporation,
there is a lack ofindependence. Human resources services are disallowed because if
auditors hire the audited company’s management,there is a conflict ofinterest. Broker or
dealer relations, investment adviser, or investment banking services, are prohibited
because investing for a corporation is similar to managing part ofthat corporation, which
is disallowed. Legal services are disallowed because,in the event that there was
dishonesty on the part of both management and the auditor, ifthe auditor should serve as
legal counsel, the corporation would not have fair and unbiased legal advice.
Also prohibited are expert services unrelated to the audit, and any other services
that the Board determines, by regulations, is impermissible(Lee). However,the PCAOB
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is allowed to, on a case by case basis, exempt any person,issuer, public accounting firm,
or transaction, subject to review by the SEC(Sununary of Sarbanes-Oxley Act of2002).
Tax activities and other nonaudit services are still allowed because these activities
are not considered to jeopardize the independence ofthe auditors. However,these
activities must first be approved by the audit committee who must obtain approval fi*om
the investors.
The Act also made it impossible for auditors engaged in an audit to work for the
client in key management positions for a period ofone year subsequent to the completion
ofthe audit. This is referred to as a “cooling off’ period, and is done for the purpose of
maintaining independence. If an auditor accepts a position firom a client during an audit,
the audit firm must discontinue the audit because ofindependence violations.
Audit rotation is another means ofensuring the independence ofthe audit team.
The lead partner may serve in that position for a period offive years, after which time, he
must take a five year “time-out” prior to being allowed to return to the audit team ofthat
particular corporation. Other audit team members with significant involvement are
allowed to serve no more than seven years on the audit team, at which point they are
required to take a two year “time-out” before being allowed to return to the engagement
(Arens 84).
Under the rules prior to the passage ofthe Sarbanes-Oxley Act, all partners and
their immediate families were prohibited from having any ownership in the client,
regardless of materiality. Under the new rules, the Sarbanes-Oxley Act,ownership is
disallowed by members ofthe audit engagement team and their immediate families,those
in a position to influence the audit engagement in the firm chain ofcommand and their
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immediate families, partners and managers who provide more than ten hours ofnonaudit
services to the client and their immediate families, and partners in the office ofthe
partner primarily responsible for the audit engagement and their immediate families.
(Arens 85).
Sarbanes-Oxley and Internal Control
Perhaps the most controversial section of Sarbanes-Oxley comes in Section 404,
which requires all publicly traded companies to have,in addition to an audit offinancial
statements, an audit of internal controls. Section 404 reads:
Sec. 404 Management Assessment ofInternal Controls.
(a)

RULES REQUIRED.-The Commission shall prescribe rules requiring
each annual report required by section 13(a)or 15(d)ofthe Securities
Exchange Act of 1934(15 U.S.C. 78m or 78o(d))to contain an internal
control report, which shalli. State the responsibility of management for establishing and
maintaining an adequate internal control structure and
procedures for financial reporting, and
ii. Contain an assessment, as ofthe end ofthe most recent fiscal
year ofthe issuer, ofthe effectiveness ofthe internal control
structure and procedures ofthe issuer for financial reporting.

(b)

INTERNAL CONTROL EVALUATION AND REPORTING.- With
respect to the internal control assessment required by subsection(a),
each registered public accounting firm that prepares or issues the audit
report for the issuer shall attest to, and report on,the assessment made
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by the management ofthe issuer. An attestation made under this
subsection shall be made in accordance with standards for attestation
engagements issued or adopted by the Board. Any such attestation
shall not be the subject ofa separate engagement.(SOX)
This concise paragraph, in the middle of an act that contains sections up to 1107,
has become the bane of many publicly traded companies’ existence as well as that of
their auditors.
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111.

Compliance with Sarbanes-Oxley

The Sarbanes-Oxley Act, while seeming to safeguard the interests ofinvestors, is
taking a toll in other, somewhat unexpected places. Compliance with the act is proving
costly for many companies and imposing burdensome,time consuming regulations that
must be met. For larger companies,the cost ofcompliance is more easily met than for
smaller companies who must find a way to foot what is proving to be,in some cases, an
overwhelming expense. There are many small publicly traded companies vdio are being
forced to go private because they simply cannot afford the additional costs. Some argue
that the new regulations imposed by the Sarbanes-Oxley Act are serving to hurt the
American economy because the additional cost ofbeing a publicly traded company is too
high to make it worthwhile (Ratajczak).
Auditors
The higher costs associated with compliance come in many forms,including the
cost of additional auditors. Mark Friedman, managing director and head ofrecruitment at
PriceWaterhouseCoopers says,“‘we beg we borrow, we steal, we grovel, we scour the
world’ to find accountants with five-plus years ofexperience in public accounting
(Magee). Accounting firms are having to hire additional auditors in order to ensure no
leaf is left unturned, and the audited companies are having to pay for it. Since auditors
are now in high demand,auditing firms are fighting among themselves to get more
accountants. This,in turn, is leading to higher pay and bonuses, which has to come out
ofsomeone’s pocket. This someone is turning out to be the audited companies. It is
estimated that accountants’ pay is up 10% or more. A junior partner with 10 to 12 years’
experience can expect to earn approximately $500,000 as a base salary. Experienced
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team leaders can expect to make 20% more this year than a year ago. The same is true
for those with knowledge of forensic accounting, which is where accountants look for
financial missteps and figure out how to fix what went wrong.

3-1 Geary,Sahadi,“2004-05 Grads See Modest Rise in Salary
Offers.”,“Accounting Majors Holding Their Own.'
Another major compliance cost for accounting firms performing audits stems
from the fact that, due to the new rules and regulations imposed by the Sarbanes-Oxley
Act, many auditing firms have had to let go of some of their overlapping clients due to
conflict-of-interest issues. In addition to this, audits are now taking as much as 60%
longer to complete (Magee). This longer time frame means more hours worked by
accountants. Many of the firms are working their auditors in excess of60 hours a week
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in order to meet the reporting deadline. This translates into paying them overtime, which,
in most cases, is time and a half.
Due to the Big Four sticking mainly to their largest clients and abandoning many
of their private companies and their smaller companies,smaller audit firms have had to
take on the extra work. For example,the managing partner at Devon,Pa. based Smart &
Associates, stated that “The desire ofthe Big Four not to service many private companies
and the smaller private companies has provided us with many opportunities.” As another
example, in 2003, Clark, Schaifer, Hackett,& Co., began a small start-up entity to meet
the workload of Sarbanes-Oxley compliance. That entity has since evolved into a
division with 20 full time professionals.
These audit companies are using many techniques to deal with the extra
workload. Carlin, Charron,& Rosen have begun outsourcing joint ventures to meet the
surge in demand for Sarbanes-Oxley compliance work. Their COO,Kevin Corey,stated
that the firm had been forced to shift people firom other departments and engagements to
fill the void.
BDO Seidman’s chief executive. Jack Weisbum,described an “unprecedented
growth in the firm’s SEC and core assurance practices.” He was not exaggerating as
BDO’s SEC practice unit added 65 new clients over 18 months. This number could have
been even higher had the firm not had to turn companies away due to BDO’s already
overwhelming workload and limited supply ofqualified professionals to service the
accounts.
The accounting firm of Atlanta-based Habif, Arogeti & Wynne has been facing
similar issues. Dan Simms, managing partner and chiefexecutive ofthe firm,stated that
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the largest problem currently faced by his finn is locating and hiring experienced
professionals. He stated. “Finding these people has been a challenge, and we have to get
very creative with our recruiting.'XCarlino).

3-2

Rise inAidit Fees in2004
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3-2 Brewster
The law of supply and demand states that the higher the demand and the shorter
the supply, the higher the price. Therefore, it follows that the Big Four will charge more
for their services since, thaiiks to the passage of Sarbanes-Oxley, auditors are now more
in demand than ever. Companies being audited are complaining of the high prices that
auditors are charging, all the while audit firms are doing very well for themselves, as can
be seen by this graph. In 2004, Deloitte & Touche’s audit fee rose by 78% from the prior
year. Ernst & Young’s fees rose by 96% while KPMG and PwC more than doubled their
audit fees by increasing them by 109% and 134% respectively. Ron Baker, author of
Firm ofthe Future, a book that expresses Baker’s opinion that auditors should not charge
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by the hour but b>' the value of the services provided, stated,“The Big Four love
Sarbanes-Oxley.** Baker believes that the auditing of public companies should be open to
any accounting professionals, not just CPAs. He believes that this will lower the price.
However, this does not appear to be on the PCAOB's agenda (Brewster).
The Total Cost of Compliance

3-3 New FEI Study: 39% Rise in SOX Compliance Costs
Compliance costs are proving to be burdensome for every company forced to deal
with them. According to AMR research, it is expected that the cost of manpower,IT, and
consulting services needed by U.S. companies for compliance purposes will be around
$6.1 billion this year alone. These costs can be anywhere from $500,000 for a smaller
company to millions for larger ones(Daks). Also, it is estimated by the Securities and
Exchange Commission that compliance with just section 404,the internal audit section,
of Sarbanes-Oxley will result in the collective need to spend 5.4 million staff hours this
year. CEO of Sun Microsystems, Scott McNealy, compared Sarbanes-Oxley to throwing
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buckets of sand into the gears ofthe market economy.” Every industry has been
affected.
At MasterCard International, Inc.,45,000 staff hours of work were required of
Deloitte & Touche, MasterCard’s consultant, and PricewaterhouseCoopers, Mastercard’s
external auditor, in order to fulfill all ofthe Sarbanes-Oxley requirements. MasterCard’s
CFO,Chris MeWilton stated,“The cost has been overbearing”
Brightpoint, Inc., which provides logistics management,outsourced
manufacturing, and marketing services spent approximately $3 million last year on
Sarbanes-Oxley compliance.(Marlin). Yellow Roadway Corp.’s general counsel,Dan
Churay, spoke of“a mountain of extra work” and stated that the nation’s largest lessthan-truck-load carrier spent $9 million on accountants in 2004, which was
approximately 3% of its annual profit, all for the sake ofcompliance.(Wlazlowski).
The costs are overwhelming for many corporations, including Conceptus, which
spent an amount equal to the company’s monthly outlay on compliance. Conceptus’s
CFO,Gregory Linchtwardt, stated,“Wer’re writing control narratives-saying how we
think our internal controls work -and then management tests those narratives to make
sure they’re working. Then auditors come and test or review the results ofthe tests.”
Financial Executives International, an industry group ofcorporate CFOs,
treasurers, tax executives, audit-committee members,and other financial professionals
conducted an email survey of217 ofthe organization’s members. This survey showed
that companies will spend $4.36 million on average for the first-year Section 404
compliance. That figure was 39 percent higher than the $3.14 million estimate in a July
survey. It was 125 percent higher than the $1.94 million estimated in a January survey.
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This survey also found that some 94% of CFOs believed that the cost of complying with
Sarbanes-Oxley exceeded the benefits (Huber).
A vocal critic of the incredibly high cost of Sarbanes-Oxley compliance,the
United States Chamber of Commerce, has used this survey to support its claim that the
costs of compliance are simply too high. Dan Chaven, the Chamber’s director of
corporate governance stated, “Section 404 alone is causing thousands offirms,
particularly smaller ones, to delay investments on new products and computer systems
that would be beneficial to overall company health”(Strasburg).
3~4
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This graph illustrates internal and external compliance costs as well as attestation
fees by different sized companies. Companies with revenues ofless than $100 miUion
predicted, in January of 2004,that total compliance costs would be $620,805. This total,
as predicted in July of2004, had fallen to $558,674,and in March of2005,was
concluded to be $824,087. Companies with revenues between $100 and $499 million
forecast in January of2004 that their total compliance costs would total $776,060. This
estimate had jumped to $826,655 by July of2004 and concluded with a staggering
$1,572,933 in March of 2005. Companies with revenues between $500 and $999 million
predicted, in January that total costs would be $1,040,650, which leapt to $1,077,970 in
July and ended at $2,103,339 in March of2005. Companies with revenues between $1
and $4.9 billion estimated total cost at $1,834,355 in January,$2,377,460 in July, and
arrived at an actual cost of$4,332,534 in March of2005. Companies with revenues over
$5 billion began estimating costs at $4,671,715 in January of2004,raised their estimate
to $8,062,520 in July, and realized actual costs, on average of $10,475,356(New FEI
Study: 39% Rise in SOX Compliance Costs).
Banking and Sarbanes-Oxley
Particularly vocal are those in the banking industry. Those involved in this
industry having to comply with Sarbanes-Oxley complain that the requirements set by the
act merely duplicate state and federal banking regulations already in place. However,
many others believe that the added regulation is beneficial. Accounting problems within
the banking industry are cited as evidence that even heavily regulated industries could
use more checks and balances.
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Under Sarbanes-Oxley,a bank needs to test controls for ensuring that it has
adequate reserves set aside to cover bad loans. The bank also needs to examine its
operational practices, such as credit or collections, associated with lending. According to
MasterCard’s CFO,Chris MeWilton,the industry “needs to understand what caused the
bad loans to begin with, He went on to state that the bank is “also looking at making
greater use oftechnology, particularly in user provisioning,to track who has access to
what.”(Marlin). Atlanta-based SunTrust Banks has demonstrated the benefits ofthe new
regulations as errors caught by Sarbanes-Oxley have led to a Securities and Exchange
Commission inquiry (Paul).
Russell Goldsmith, CEO of City National Corp., was not so positive on the
subject. He stated,“We are spending more money to comply with an evolving set of
regulatory requirements, and we expect these compliance costs to increase further in
2005.” City National, with $14 billion in assets,saw fourth-quarter professional service
expenses, which include compliance consulting fees, rise 58% from a year earlier to
$11.4 million.
UnionBanCal Corp. in San Francisco was forced to shut down its banks in Russia
and throughout the former Soviet Union due to the enormous costs ofattempting to bring
them into compliance. Fourth-quarter professional service expenses at UnionBanCal,
which is majority owned by Mitsubishi Tokyo Financial Group,rose 56%.
Thomas P. Vartanian, a partner in the New York law firm Fried, Frank,Harris,
Shriver & Jacobson LLP,predicted that it would take several years for banks to catch up
due to the extremely heavy regulations placed on the industry besidesjust those imposed
by Sarbanes-Oxley. He stated,“I think we’re at the front end of banks beginning to
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understand what the compliance responsibilities are going to be, both in tenns of
appropriate corporate governance and the Bank Secrecy Act, but it will level out It
always does.”(Cole).
Going Private
In order to avoid compliance costs many companies are “going dark,” in other words,
delisting from their stock exchanges. The Wharton Business School ofthe University of
Pennsylvania conducted a study which indicated that in 2003,the first full year of
Sarbsmes-Oxley legislation, 198 firms went dark. This is compared to 2002 when only 67
delisted.
Shares of delisted firms can still be purchased through the Pink Sheets, which is
an electronic quotation system. Companies whose shares are exchanged via this method
can stop issuing most reports required by the Securities and Exchange Commission. This
is an option of which many companies are taking advantage.
Corfacts, a company based in Howell,New Jersey, opted to delist, moving from
the OTC Bulletin board to the Pink Sheets. President Arian Freud said at the time,“In
the long term, we believe our shareholders will benefit from our decision,to dedicate to
the growth of our company,the money that we would otherwise spend on SEC reporting”
(Daks).
Current vice president and former director of Lillian Vernon Corporation no
longer has to worry about recruiting independent board members nor is he concerned
about answering questions about quarterly earnings reports. He no longer has these
duties because Lillian Vernon has gone private. He stated,“Investor relations was 25%
of my job before. Not anymore.”
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Chief Executive Officer of RWD Technologies,Laurens “Mac” MacLure no
longer has to document internal controls nor does he have to certify the company’s
financials or bring in outside directors up to speed. This is because RWD Technologies,
too, has gone private. He stated,“This last year has been absolutely delightful in not
having to worry about the composition ofthe board and the criteria ofSarbanes-Oxley
and the tight reporting requirements.”
Milwaukee-based law firm Foley & Lardner surveyed 85 companies,and one in
four stated that it was considering going private due to the overwhelming cost of
complying with Sarbanes-Oxley requirements. It takes roughly she to twelve months for
a company to complete the process of going private. During this time,the company must
deal with Sarbanes-Oxley compliance as well as the cost of going private. “The goingprivate transaction is really the 800 pound gorilla ofthe securities world,” said John
Russell, general counsel and board secretary at Quintiles, a firm that has recently gone
private. “The laws and regulations make it more difficult to buy [the company]back
firom the public than to sell it to the public.”
As many perks as going private has, it does not protect companies fix)m having to
deal with misstatements made in their past reports. Even though private companies are
exempt from many ofthe rules and regulations of Sarbanes-Oxley,they are still held
accountable. For example,even though the CEO and CFO no longer have to certify that
financial statements comply with Sarbanes-Oxley, misrepresentation offinancial results
is still looked upon extremely unfavorably; fair representation is still necessary. For
example,in order to get loans, many banks require CEOs and CFOs of private companies
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to attest to the accuracy ofthe statements, thereby,causing the company to indirectly
comply with the Sarbanes-Oxley regulation (Greco).

Compliance Difficulties
Many companies have stated complaints over the timing ofthe last set ofrequirements
for 404, audit of internal control compliance, which were not issued until December.
This left companies, especially larger ones,scrambling to meet deadlines. Vice president
and controller for Arkansas Best, Judy McReynolds,stated that Sarbanes-Oxley demands
“went beyond what was necessary,” but ultimately was “a good exercise” in improving
accounting operations.
Some are concerned about issues besides the high cost ofcompliance. Rutgers
Professor Dean Tuckman, who is teaching a graduate-level course about Sarbanes-Oxley
asserts that the law does more than simply raise costs. He stated,“Sarbanes-Oxley has
also hurt productivity since its many regulations slow down the decision making process.
Congress needs a feedback process that could pinpoint areas ofneeded change.”
Another major concern for many is that the purpose ofSarbanes-Oxley was to
ensure that investors got more information about public companies on which to base their
investing decisions. However,in some instances, this is proving not to be the case.
Studies are beginning to indicate that many firms are actually providing less information,
in an attempt to minimize liability of misstatements. Many take the stance that ifthey do
not provide the information, then it cannot be incorrect and relied upon to the detriment
ofthe public (Daks).

25

Corporate Personnel Problems
Chief Financial Officer turnover has increased substantially since companies have
been forced to comply with the Sarbanes-Oxley Act. A study by Russell Reynolds
Associates, Inc., cited that among Fortime 500 companies,total CFO turnover rose by
23% during 2004 from a year earlier. Most ofthe CFOs who left their position were tired
ofthe cumbersome task of dealing with Sarbanes-Oxley compliance. Due to the Act,
most CFOs no longer have time to take part in developing the overall corporate strategy
because all of their energy is spent ensuring proper financial reporting and internal
controls. The problem lies in the fact that aiding in developing corporate strategy is what
drew many ofthem to the CFO position in the first place.
Upon leaving, many former CFOs are heading to the private sector, where they
accept a position at a closely held company. Others begin working for publicly traded
companies controlled by a family or individual. Still others attempt to stay with the same
firm and simply change positions into a more operational than financial role(White).
Chief Financial Officers at Fortune 500 companies quit theirjobs at a rate 21
percent higher in 2004 than in 2003. In 2003,18.2 percent of Fortune 500 companies*
CFOs resigned. In 2004,the percent ofcompanies losing their CFO jumped to 22.2.
Controllers resigned at a rate 400 percent more in 2004 than 2003,6.8 percent in 2004 as
compared to 1.7 percent in 2003. However,there was no change at all in the turnover of
treasurers. Steve Scroggins, a member ofthe finance executive practice, stated that the
lack oftreasurer resignation stems from the fact that treasurers,“"don't have direct
responsibility for Sarbanes-Oxley compliance or for posting quarterly numbers.” From
these figures, it can be concluded that the pressures ofcompliance can be overwhelming
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on finance execiiiives as the>- are forced to stake much more their name and reputation on
the numbers presented in the financial statements. Due to tlie new requirement of CFOs
signing off on the financial statements, they are risking the possibility of time in jail.
(Yoon).
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The costs associated with Sarbanes-Oxley compliance are obviously
taking its toll on the business world. Audit firms are fighting amongst each other
for auditors and are forced to pay higher salaries. This is translating into larger
bills for companies already spending millions to correct weaknesses found by the
auditors in their internal control and reporting practices. These costs are forcing
companies to delist and are costing many companies valuable personnel including
CFOs and comptrollers. Many believe that the costs are simply too high.
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IV. Advantages of Sarbanes-Oxley
Despite the extraordinary cost ofcompliance associated with Sarbanes-Oxley,
many agree that it does have advantages. Many companies,instead ofjust coping with
the costs, are looking for ways to actually leam how to better their operations from the
new audits. They are viewing the stricter regulations of Sarbanes-Oxley audits as an
opportunity to identify and implement business-process improvements. JohnHagerty,
AMR Research analyst, stated,“They’re using compliance initiatives to drive business
improvement and achieve greater profitability.”
Strengthening Internal Controls
At Mastercard,for example, human error was lending itselfto poor
documentation offinancial controls. MasterCard saw an opportunity for automation in
this area, which has led to a decrease in the number of errors. The main lesson learned at
MasterCard was that “standardization of processes minimizes the risk of misstatements
on financial reports” according to CFO Chris McWilton. He went on to state that“^any
time you can automate something, you take the human element out ofit. You’re
reducing the chance for error.”
MasterCard is not the only one who found room for improvement thanks to
Sarbanes-Oxley. Nextel Communications,Inc.,found that it has weaknesses in
controlling employee access to sensitive data and information technology systems The
compliance process at Nextel, according to Michael Bryan,Nextel’s former director ofIT
governance,“began as an administrative task but has evolved into a basis for achieving
competitive advantage.”
Another company. United Technologies,Inc., discovered that they were not fully
utilizing the financial controls built into their enterprise-resource-planning systems
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(ERP). The ERP systems used by United,from J.D. Edwards, Oracle,and SAP,had builtin controls that would, for example, match information on invoices to information on
purchase orders. Jay Haberland, VP of business controls, stated,“We’re making a
greater push to rely on automated controls.” United is integrating compliance with
Sarbanes-Oxley into its “Achieving Competitive Excellence” improvement effort
York International Corp. invested in PeriscopelQ’s PeriscopeSOX riskassessment and management tool to survey 85 ofits managers around the world to ensure
that they had everything needed for compliance. The responses to these surveys were
translated into a map that allowed York to view the survey results at corporate,regional,
group, and individual-manager levels. Besidesjust informing management ofstrides in
compliance, it gave the executives insight into which operations were not running as
efficiently and effectively as management would have liked.
Syngenta Crop Protection, Inc., installed software from Emagia Coip. in order to
meet Sarbanes-Oxley compliance. What Syngenta came to find was that the cash
receivables software would also strengthen the company’s internal controls and reduce
the cost of compliance. Instead of head of credit, Ben McCuiston, having to gather stacks
ofcustomer statements and present them to the company auditors on a weekly or monthly
basis, the software does the work for him. Steve Hill, national partner in charge ofriskadvisory services at KPMG,LLP states,“Five years from now,people will look back at
their compliance initiatives as a catalyst for business improvement”(Marlin).
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Disclosures and Restatements
The public is already benefiting from Sarbanes-Oxley. Eastman Kodak was
forced to restate its 2003 financial results as well as admit to overestimating 2004
earnings by $93 million. This,they stated, was mainly due to accounting errors in
taxation, pensions, and restructuring. These mistakes were made possible by weak
internal controls, later discovered by audit firm PricewaterhouseCoopers and cited as
“material weaknesses” in their audit ofinternal controls in compliance with section 404
ofthe Sarbanes-Oxley Act(Bulkeley).
More and more companies are coming out and admitting to errors in their
financial statements due to material weaknesses in their internal controls leading to errors
in accounting procedures. According to the CFO Board,a division ofthe Corporate
Executive Board, a Washington D.C.-based business research group,as of March 30,
more than 280 companies disclosed material weaknesses and more than 300 completely
missed the Securities and Exchange Commission’s March 16 deadline for disclosure
(Huber). These effects prove that there is some reason behind the billions ofdollars
compliance is costing companies as it will lead to more accurate reporting in the future
Corporate Accountability
Sarbanes-Oxley is also causing management to hold their employees more
accountable, leading to a stable company and more reliable financial statements. In some
cases, bank executives have begun holding regular meetings prior to filing quarterly
reports. In these meetings, executives grill employees about infractions that could cause
problems for the executives. Many senior executives are requiring senior-level managers
to sign papers stating that they also attest to the accuracy ofthe numbers(Paul).
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As previously illustrated, Sarbanes-Oxley has forced corporations to take a closer
look at the technology they have been using for financial reporting purposes. The result
of this has been to cause corporations to streamline their processes and use more
sophisticated financial systems that are far more accurate than the ones previously used.
Parsons Consulting,a U.S. financial management consultancy,stated that one reason so
many earnings misses occur is because finance functions were trying to work with
outdated financial management infrastructures that do not allow companies to prepare
financial data in an accurate, timely marmer.
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V. The Future of Sarbanes-Oxley
The PCAOB
Though many wish to reform or, in some cases, abolish Sarbanes-Oxley,it does
not appear to be leaving. The PCAOB,being a new organization, is still in the process of
finding its feet and becoming a smoothly running oversight board. It has many goals and
tasks on its agenda.
Sarbanes-Oxley intended for the PCAOB to be an investigative body concerning
the public sector, but the SEC has been slow to relinquish its authority. In the future, it
appears that the PCAOB will be taking more and more responsibility for investigating
and bringing cheu-ges against public companies and their auditors. This is expected to
shorten the investigative and enforcement cycles, as there is less on the plate ofthe
PCAOB than the SEC and,therefore, they have more time and leeway to undertake such
activities. Also,those employed by the PCAOB are paid as though they are in the private
sector, motivating them to a greater degree than those working for the SEC. In addition,
there will be practically no SEC injunctive proceedings against accountants as the focus
will shift to the audit firm’s overall adherence to effective quality control standards.
Sarbanes-Oxley lays out requirements to register actual audit firms instead ofjust
individual accountants. In the past, accoxmtants have registered with their state boards,
but now,Sarbanes-Oxley is requiring firms to register with the PCAOB. Included in this
registration is a statement ofthe firm’s quality control processes with respect to its
accovmting and auditing practices. Also required is a report ofany pending litigation,
against the firm, of persons associated vsdth any audit report.

Li
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The PCAOB asks for this information in order to both draw the attention ofthe
audit firms to these facts and use this information in enforcement and litigation. The
internal control information can be used by the PCAOB in order to determine ifthe audit
firm is actually capable of performing an unbiased, professional audit If it is determined
that they cannot, then enforcement action can be brought by the PCAOB against the firm.
Information concerning litigation pending is also to be used in the PCAOB’s enforcement
practices. Should an audit firm refuse to register, they are not allowed to audit public
companies. This gives the PCAOB considerable power over the firms and ensures the
requirements set by the PCAOB.
The future holds many questions concerning the PCAOB. One,in particular,
concerns how investigations will be conducted. It is not known at this time which
organization, the PCAOB or the SEC, will carry them out. It is possible that they could
both conduct them with the PCAOB investigating the auditor and the SEC investigating
the issuer. What is perfectly clear is that the PCAOB does not appear to be leaving any
time soon.
In the past, the SEC had only the authority to bring administrative proceedings
against individuals, but now,due to Sarbanes-Oxley,the SEC has the power to bring
proceedings against entire firms. The SEC now also has the right to deny the audit firm
the right to be heard before the SEC if the firm has been “engaging in unethical or
improper conduct.”
Future problems concerning the PCAOB stem from the fact that the oiganization
is only given power over outside auditors. Therefore,the PCAOB does not have the
power to call outside witnesses other than the auditors themselves. This means that,for
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example, the PCAOB does not have the authority to force the audit client to ^pear at a
hearing. The SEC does have this power,and it is speculated that the PCAOB will merely
ask the SEC to issue a subpoena if need be. This has the potential to be,legally,
extremely cumbersome, and both the SEC and PCAOB are currently attempting to have
regulation passed that will give the PCAOB the authority to call its own witnesses
(Constantini).
The Private Sector
Sarbanes-Oxley is also headed,to an extent, into the private sector. Not-for-profit
entities are beginning to fret over rumblings in Congress to pass similar legislation
applicable to them. These regulations, would require not-for-profits with annual
revenues in excess of$2 million to establish audit committees. This legislation would
also put the Internal Revenue Service in charge ofoverseeing the practices ofnot-forprofits instead ofthe states, as it has been in the past
At the state level, there is a push in some areas to force privately held
corporations to implement procedures similar to those prescribed by Sarbanes-Oxley for
publicly held companies. Among those suggested is an audit ofinternal controls.
A survey was conducted of 161 executives of privately held companies
questioning them about implementing practices, in their privately held company,required
by Sarbanes-Oxley for publicly held companies. Ofthose surveyed,92 percent were
either very familiar(20 percent)or somewhat familiar(72 percent) with Sarbanes-Oxley
provisions. Almost 60 percent either disagreed (41 percent)or strongly disagreed(18
percent)that the Act should be the benchmark for private company corporate governance.
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Of these, 80 percent had been in a corporate financial management position for more than
10 years, and 90 percent were over 40 years of age.
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From these results, it can be seen that for those in the private sector, there are
some strides being made in an attempt to comply with some of the Sarbanes-Oxley
requirements. This is due to the fact that many believe that it will soon apply to privately
held companies. Also, there is a chance that some of these companies are considering
going public, in which case, compliance with Sarbanes-Oxley is mandatory.
In the graph below, it can be seen that CEOs of privately held companies are not
overly enthusiastic when it comes to compliance with Sarbanes-Oxley unless the
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company has plans of going public. Again, since compliance with Sarbanes-Oxley is a
requirement for publicly traded companies, the corporation would not have a choice but
to comply (Reed).
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Privately held companies, according to Hillel Cohn, a corporate finance lawyer at
Morrison and Foerster, and a former Securities and Exchange Senior Counsel, should be
in compliance with Sarbanes-Oxley because, “If you’re private, you don’t want to be undigestible by a public company.” Cohn makes an interesting point. If a public company
is interested in acquiring a privately held company, an audit must first be conducted.
However, if it is known ahead of time that the company is in compliance with Sarbanes-
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Oxley and the publicly held company will not have to take its time and money to bring
the private company into compliance,the privately held company is a much more
attractive acquisition (Shirai).
Foreign Subsidiaries
Another concern for the future of Sarbanes-Oxley is its impact on subsidiaries of
U.S. publicly held companies located overseas(Reed). The SEC has passed an act
requiring foreign companies with more than 300 U.S. investors to register with them;it
does not matter whether the company is a publicly traded one or not. Also,a company
may not deregister even if it delists. This will allow Sarbanes-Oxley to catch many
international corporations. In order to defeat efforts by the SEC to force them to register,
foreign companies are scurrying to buy back stock fix)m U.S. investors before this new
requirement comes into effect. It was originally set to come into effect in July of2005
but has been postponed until July of2006(News focus: Non-US corporations take
buyback action over Sarbanes-Oxley).
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Conclusion

Sarbanes-Oxley is an act with the best ofintentions. It attempts to hold
companies accountable to their shareholders for their actions, all the while reaffirming
investor confidence and creating a more efficient business environment in the sense of
good internal controls and proper supervision. However, many argue that the time and
effort that firms have been forced to devote to the implementation ofthis act is excessive.
These say that the billions of dollars that have gone into compliance could have easily
gone to research and development creating a better product to offer to the public, or been
used to reduce the prices of products and services sold by these companies to the general
public. However, at the time Sarbanes-Oxley was passed, corporate scandals were
running rampant. One could not turn on the news without seeing another major company
in the middle of an accounting scandal. Something had to be done.
Some who argue against Sarbanes-Oxley use economic theory, which dictates that
a free market economy is the most efficient type ofeconomy. They assert that when
rules and regulations as set by the government come into play,they only serve to distort
the natural flow ofthe market. They cite the Sarbanes-Oxley Act as a prime example of
this distortion.
The PCAOB serves a very specific function, but the accounting profession, since
its inception has had very few incidences where the public could have construed that its
self-governance was less than appropriate. Therefore, while there is support for the
functions and duties that the PCAOB has taken on, many believe that they would be
better carried out by the profession itself in its long standing tradition ofself-governance.
After all, no group has more at stake by the loss ofthe profession’s reputation than those
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most closely associated with the profession, which gives them the most motivation for a
doing a good job.
The new rules and regulations concerning independence were long overdue. They
seek to exempt the auditor from both accusations and the committing of fraud. These
provisions will allow auditors to better maintain that level of professional skepticism
necessary to conduct an audit in the most effective, efficient manner possible.
One argument against the new requirement for ail

controls is that

upon conducting a cost-benefit analysis, an audit ofinternal controls may prove itselfto
fall more on the cost than benefit side. Further, while the audit of internal controls goes a
step further in ensuring the reliability of financial statements, it is still virtually
impossible to uncover all accounts of fraud and misappropriation. Therefore, opponents
state, that an audit of internal controls in conjunction with an audit of financial statements
really does little more than use excessively large sums of money in order to find
weaknesses in internal controls. While this is a welcome discovery, it still does not
ensure that a company will be free of fraud.
However, many companies are finding that the audit of internal controls is paying
off in the sense that they are learning to implement new software that aids in running
their corporations more efficiently. Also, by auditing internal controls, they are able to
catch potentially costly errors that will help them to enhance their productivity, which is
excellent news for shareholders.
As stated in previous sections, the general public is scarcely aware that anything
extraordinary is going on in the business sector, and many have never even heard of
Sarbanes-Oxley. Therefore, the question should be whether these billions of dollars
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going toward protecting the interests of shareholders are actually accomplishing anything
more than establishing an incredibly efficient system ofchecks and balances for accurate
financial reporting that few will ever understand, appreciate, or even know exists.
Therefore, according to some, while Sarbanes-Oxley certainly has created lefoim
in the corporate world of financial reporting and helped to make financial reports more
reliable sources of information for investors and shareholders, it has also served to be a
tremendous drain on the economy in terms ofchasing offforeign companies,forcing
publicly traded companies to delist, and leeching billions ofdollars from the economy
that could have been used elsewhere.
All of this aside, the main purpose of Sarbanes-Oxley was to restore public
confidence in American corporations. If Sarbanes-Oxley legislation can prevent a crash
in the market, then the “excessive” costs ofcompliance will have been worth it
However, due to the nature ofthis type ofevaluation, no one will ever know ifa major
crash was avoided, and will, therefore, never know how valuable or how much ofa waste
the cost of compliance actually was.
All in all, the Sarbanes-Oxley Act is an incredible piece oflegislation designed at
protecting the public. However,there is much debate over whether it is actually
beneficial. Many argue that, in the end, it appears that the costs ofcompliance may
outweigh the benefits in the sense that the general public does not receive the rewards it
would have, in terms of overall economic prosperity, had the funds used for compliance
been devoted to regular operating activities. Some still cling to the argument that ifan
economic crash can be avoided then the large sums of money required ofcorporations for
compliance will have been well spent. There will probably never be a resolution to the
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pressing question of whether or not Sarbanes-Oxley is more beneficial than it is costly,
but it cannot be debated that the act was timely and that legislation was in order.
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